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Summary 



For most of 2003, Freddie Mac, one of the two government-sponsored enterprises 
(GSEs) that dominate the secondary market for home mortgages, was embroiled in a 
controversy over improper accounting methods. The company announced in January 
of that year that a major revision of past financial statements was underway. The 
restatement was issued on November 21, 2003. Net income for 2002 and earlier years 
was revised upward by $5.0 billion. Freddie Mac has admitted that some of its 
accounting policies were selected in order to produce a steady stream of earnings, and 
that numerous transactions were undertaken for the sole purpose of “smoothing out” 
reported earnings. These accounting problems led to the replacement of Freddie’s top 
executives, payment of $125 million in fines, and $410 million to settle an investor 
lawsuit. On November 6, 2007, former CEO Leland Brendsel settled charges by paying 
a $2.5 million fine and returning $10.5 million in salary and bonuses to Freddie Mac. 
In March 2007, the company resumed timely annual reporting by filing its 2006 annual 
report. It expects to resume timely quarterly filings by the end of 2007 and, after that, 
to register its stock with the Securities and Exchange Commission. 

This report will no longer be updated. 



Freddie Mac, one of the two government-sponsored enterprises (GSEs) that 
dominate the secondary market for home mortgages, announced in January 2003 that its 
financial reports for the past three years would have to be restated. The reaction was 
mild; the markets assumed that interpretations of complex accounting rules were at issue 
rather than fundamental economic problems at Freddie Mac. On June 9, 2003, without 
providing any new information about the nature of the accounting issues, Freddie 
dismissed its top three executives, including CEO Iceland Brendsel. This action raised the 
specter of an Enron-like financial scandal, and Freddie’s stock price plunged by nearly 
20%. A subsequent report to Freddie’s board of directors found that accounting controls 
had been weak and that certain accounting decisions and market transactions had been 
implemented to “smooth out,” or reduce volatility in reported earnings. On August 21, 
2003, the Office of Federal Housing Enterprise Oversight (OFHEO) recommended that 
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Freddie’s replacement CEO be fired, on the grounds that he had been involved in the 
accounting problems . Greg Parseghian was removed by Freddie’ s board, and was replaced 
in December 2003 by Richard F. Syron. 

On November 21, 2003, the restatement of past accounting results was released, 1 as 
summarized in the table below. It is noteworthy that while the net effect of the restatement 
was to increase reported earnings, restated net income for 2001 was almost $1 billion less 
than originally reported. Freddie Mac notes that the restatement shows “significantly 
greater volatility than previously reported.” 

Table 1. Restated Financial Results for the Three Years Ended 

December 31, 2002 

(in millions) 



Year 

Ended 


Net Income 


Regulatory Core Capital 


Stockholders’ Equity 


As 

Previously 

Reported 


As 

Restated 


Change 


As 

Previously 

Reported 


As 

Restated 


Change 


As 

Previously 

Reported 


As 

Restated 


Change 


December 
31, 2000 


$2,547 


$3,666 


$1,119 


$14,380 


$16,273 


$1,893 


$14,837 


$17,357 


$2,520 


December 
31, 2001 


$4,147 


$3,158 


($989) 


$19,336 


$20,181 


$845 


$15,373 


$19,624 


$4,251 


December 
31, 2002 


$5,764 


$10,090 


$4,326 


$23,792 


$28,990 


$5,198 


$24,629 


$31,330 


$6,701 



Source: Freddie Mac press release, November 21, 2003. 

The restatement does not end the company’ s accounting uncertainties. Freddie Mac, 
which is exempt from the registration and disclosure requirements that apply to other 
companies that sell stock to the public, committed itself in 2002 to voluntary compliance 
with Securities and Exchange Commission (SEC) disclosure standards. In its restatement, 
Freddie announced that it would begin voluntary SEC reporting “as soon as possible after 
the company’s return to timely reporting.” This has not happened yet, but the current 
projection is to begin filing timely quarterly reports by the end of 2007. Freddie filed its 
2006 annual report on March 23, 2007, in timely fashion. 

Background 

Freddie Mac is a GSE that plays an important role in the secondary mortgage market. 
Fike Fannie Mae, 2 its rival GSE, Freddie buys mortgages from lenders and repackages 
them in the form of securities, which it may hold or sell to public investors. Freddie 
finances its purchases of mortgage loans by selling bonds: either bonds backed by its own 
financial resources (called “straight debt”), or mortgage-backed securities, where interest 



1 See [http://www.freddiemac.com/news/archives/investors/2003/restatement_l 12103.html]. 

2 Freddie Mac was formally chartered as the Federal Home Loan Mortgage Corporation, and 
Fannie Mae as the Federal National Mortgage Association. The abbreviated forms are now the 
official corporate names. 





http://wikileaks.org/wiki/CRS-RS21567 



CRS-3 



and principal payments made by homeowners are passed through to holders of the bonds. 
As GSEs, Fannie and Freddie are exempt from state and local taxes, from certain 
regulatory requirements, and have a line of credit with the U.S. Treasury. Their most 
significant advantage, however, is what is called the implicit guarantee — although the 
bonds they sell are not formally backed by the full faith and credit of the U.S . government, 
market participants behave as though they are. Because the markets do not believe that 
the Treasury would allow Fannie or Freddie to default, the GSEs are able to sell bonds at 
lower interest rates than other financial institutions. 

More than 60% of all single family mortgage debt has been sold in the secondary 
market, or “securitized.” As the leading players in this market, the housing GSEs 
represent an extraordinary concentration of financial risk. Because there is a strong public 
interest in ensuring that Freddie and Fannie remain financially strong, Congress in 1992 
created OFHEO, a safety and soundness regulator dedicated exclusively to these two 
institutions. 

The savings and loan crisis of the 1980s illustrated the riskiness of the mortgage 
market. If interest rates rise, financial institutions may find that their cost of funds 
exceeds their income from long-term, fixed-rate mortgages. If rates fall, homeowners 
refinance their mortgages and reduce income streams to institutions, which must still pay 
off debt previously issued at higher interest rates. Protection from interest rate risk is 
critical to the soundness of the GSEs, and it appears that strategies to avoid, or “hedge,” 
risk were partly responsible for Freddie’s recent accounting problems. 

Freddie Mac’s Accounting Problems 

Appendix II to Freddie Mac’s November 21, 2003, restatement discusses the 
accounting errors that made revision necessary. The basic factors underlying the 
accounting errors were “lack of sufficient accounting expertise and internal control and 
management weaknesses....” In addition, certain transactions and accounting policies 
were implemented to achieve steady growth in reported earnings. The two accounting 
policies that appear to have been most important in this regard — yielding 88% of the 
upward revision in pre-tax net income — are the classification of securities and 
accounting for derivatives instruments. 3 How these issues affect net earnings is discussed 
below. 

Between 2000 and 2003, interest rates fell dramatically — mortgage rates from over 
8% to as low as 5.2%. The fall in rates had two major impacts on Freddie Mac’s financial 
statements. Both Freddie’s bond portfolio and the derivatives contracts Freddie had 
purchased to hedge the risk of falling interest rates 4 increased sharply in value. Under 



3 Appendix II, p. 2. Available online at [http://www.freddiemac.com/news/archives/investors/ 
2003/restatement_l 12103.html]. 

4 Derivatives are financial instruments whose value is linked to changes in some price or variable, 
in this case interest rates. To hedge against falling rates, Freddie purchased interest rate swaps 
in which Freddie agreed to pay floating-rate interest to the swap dealer, while the swap dealer 
agreed to pay Freddie a fixed rate of interest. (The size of the payments is calculated by 
reference to a notional principal amount that does not actually change hands.) As rates fell, 

(continued...) 




